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General Business Conditions 


HE month of February has been 

another period of slack trade and dis- 

appointing performance by the major 

industries, which have not shown the 

seasonal upward movement expected 
with the approach of Spring. In the markets, 
however, and in the indexes to public senti- 
ment provided by the number of bank failures 
and the volume of currency in circulation, the 
showing has been better. Both security and 
commodity markets responded at once to the 
hopes of improvement afforded by the in- 
troduction of the Glass-Steagall bill. Likewise, 
the number of banks forced to suspend during 
the month has been very much smaller than 
in January and December, and the amount of 
currency in use has declined somewhat, giving 
evidence of relaxation of the demand for 
hoarding purposes, which has been a principal 
cause of credit strain. 





Although judgment as to the sufficiency of 
the Glass-Steagall Act and the other steps 
which have been taken in support of credit 
cannot yet be final, the improvement cited is 
clearly an important one, touching upon the 
business situation at its weakest point. Until 
a check can be applied to the disastrously rapid 
contraction of credit, which necessitates liqui- 
dation of all kinds at sacrifice prices, important 
trade improvement cannot be looked for. 


Until the latter part of 1931 the contraction 
of bank credit was generally of voluntary 
character, representing the repayment of the 
excessive debts incurred during the boom 
years, this tending to ease credit and consti- 
tuting one of the classic precedents to business 
recovery. Since fear assumed control, how- 
ever, credit contraction has been of different 
character, and with different effect upon the 
situation. It has been forced by the with- 
drawal of bank deposits, by the abnormal de- 
mands for currency which have been a drain 
upon the credit base, and by the protective 
policies which these demands compelled bank- 
ers to adopt. Thus the rapid contraction dur- 
ing the past few months has not eased credit 
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\ but has tightened it, and has set in motion the 
‘vicious circle of liquidation of bank assets and 


other assets which has affected all markets. 


The situation outlined has constituted for 
some time a national emergency. With respect 
to the business situation, the effects of fear 
have nullified the progress made through ab- 
sorption of surplus goods, repayment of debts, 
reduction of costs and selling prices, and in 
the other ways in which business works out a 
new equilibrium during periods of disturbance 
and thus builds up its own recuperative pow- 
ers. If fear can be made to give way to con- 
fidence there is good reason to hope that the 
notable progress made by business men in 
dealing with their own problems will bear 
fruit in business recovery. 


It will be clear that a program for the elim- 
ination of fear from the economic situation 
must, first, give support to the credit-granting 
institutions upon which fear centers; and, sec- 
ond, deal resolutely with those remaining 
problems of readjustment which are recog- 
nized by general opinion as important, and 
therefore influence confidence. The need 
to balance governmental budgets of all kinds, 
beginning with the Federal government, be- 
comes greater than ever when the public credit 
is brought to the support of private credit as 
is being done through the Reconstruction 
Finance Corporation; and in the present pros- 
tration of business the desirability of keeping 
down tax increases by cutting expenditure is 
obvious. Cost reduction is an endless need, 
and a successful outcome of the present efforts 
to negotiate building wage reductions in the 
large centers seems essential to revival in that 
industry. Finally, the task of fitting repara- 
tions and intergovernmental debt payments to 
the present situation, and of readjusting tariffs 
in such manner as no longer to stifle inter- 
national commerce, is still to be undertaken. 


Among all these matters the credit situation 
within this country obviously takes preced- 
ence. In the language of the sick room, the 
concern is to reduce the patient’s fever before 
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building up his constitution. Panicky de- 
mands upon credit institutions, threatening 
the solvent along with the insolvent, make the 
credit system an element of weakness instead 
of the factor of strength it should be, support- 
ing business. To reverse this situation and to 
stay the decline and promote recovery the 
Glass-Steagall Act, the most forceful step yet 
taken, and the Reconstruction Finance Cor- 
poration, provide machinery suitable to the 
emergency. 


The Glass-Steagall Banking Bill 


This bill, at this writing, has been passed by 
both Houses of Congress and is now awaiting 
the President’s signature. The purpose of the 
bill may be summarized as follows: 


(1) To broaden the eligibility requirements 
of the Reserve banks in emergencies, and 

(2) To make Government securities pur- 
chased by the Reserve banks eligible as col- 
lateral for Federal Reserve notes, thus in- 
creasing the latitude of the Reserve banks 
with respect to open market operations and 
adding to “free gold.” 


The plan for broadening the eligibility re- 
quirements aims to increase the liquidity of 
member banks in emergencies by permitting 
the latter to borrow from the Reserve banks 
upon assets which, though good, have not pre- 
viously conformed to the requirements im- 
posed by the Federal Reserve Act. These, 
it will be recalled, admit as a basis of borrow- 
ing only carefully defined short-term com- 
mercial paper and member bank notes col- 
lateraled by United States Government se- 
curities. While the maintenance of the sound- 
ness of the currency should be a prime con- 
sideration at all times, experience has demon- 
strated repeatedly that in periods of unusual 
demands upon the banking system for cur- 
rency unusual methods of supplying currency 
are justified. 


The New Eligibility Provisions 


The bill provides for two types of emerg- 
ency borrowing from the Federal Reserve 
Banks. It will be possible for the Reserve 
banks to make advances to groups of five or 
more banks (to a lesser number if the aggre- 
gate of their deposit liabilities constitutes at 
least 10 per cent of the entire deposit liability 
of the member banks within the Federal Re- 
serve district) upon their promissory notes. 
The proceeds of such advances may then be 
distributed to such banks of the group as have 
no adequate eligible paper with which to ob- 
tain accommodation in the usual way, upon 
deposit with a trustee of such collateral secur- 
ity as may be agreed upon. 


In exceptional cases it will also be possible 
for Federal Reserve Banks to make advances 


upon suitable securities to any single member 
bank of $5,000,000 capital or less which has 
exhausted its supply of eligible paper. 


Thus it is apparent that the banking au- 
thorities have received broad powers for deal- 
ing with the situation. The new regulation re- 
lating to loans to individual banks of $5,000,000 
capital or less would include all but sixty-two 
of the 7,600 member banks of the Reserve sys- 
tem, and these sixty-two, along with every 
other member bank, will come under the group 
provision. This opening up of the channels 
for a freer flow of Federal Reserve credit, plus 
the facilities of the Reconstruction Finance 
Corporation, will provide the banking system 
with strong support in combatting the influ- 
ence of fear and depression. 


Following the announcement of agreement 
between the House and Senate conferees over 
the terms of the bill, Senator Glass issued the 
following statement: 

The bill, if it should become a law, should have the 
effect of assuring the 7,600 member banks of the 
Federal Reserve system that they may proceed to use 
their great volume of eligible and acceptable assets 
by rediscounting at the Federal Reserve banks with- 
out fear of embarrassment, inasmuch as they will be 
at liberty, should they exhaust their eligible assets, 
to use other assets not eligible under existing law. 
This should impart a large measure of confidence 
throughout the banking community of the nation and 
induce member banks of the Federal Reserve system 
to stimulate the commercial and industrial activities 
of the country by making loans of a suitable nature 
when and where required. 

The proposed changes have aroused criti- 
cism in some quarters as leading possibly to 
abuse of Federal Reserve credit and making 
the Reserve banks a dumping ground for all 
sorts of low grade paper. The law, however, 
sets up a number of safeguards against such 
contingencies. Before any of the loans con- 
templated under the Act can be made consent 
must be obtained in each case from at least 
five members of the Federal Reserve Board. 
The Reserve banks can require collateral suit- 
able to themselves. The loans will carry a 
penalty rate at least 1 per cent above the 
highest discount rate in effect in the district, 
with authority resting with the Federal Re- 
serve Board to dictate still higher rates if nec- 
essary in order to assure their repayment at 
the earliest possible moment. None of the 
paper acquired under this Act can be used as 
security for Federal Reserve notes. And final- 
ly, so far as loans to individual banks are con- 
cerned, the authority to make such loans ex- 
tends only to March 3, 1933. 


The New Rules Not Unprecedented 


For those who are inclined to look with 
alarm upon any change in the eligibility re- 
quirements, it may not be amiss to point out 
that our Federal Reserve requirements have 
always been unusually strict. It is quite cus- 





March, 1932 





tomary for European central banks to make 
loans on miscellaneous securities above the 
regular bank rate, such loans being known as 
Lombard loans. 


Nor is the sort of thing contemplated in this 
bill unprecedented in this country. The prin- 
ciple involved is practically the same as that 
embodied in the Aldrich-Vreeland Act, passed 
after the panic of 1907, which provided that in 
times of emergency the Secretary of the Treas- 
ury would be empowered to issue currency to 
groups of national banks on the basis of a 
broad classification of securities acceptable to 
him. During the period of disturbance which 
followed the outbreak of the European War 
approximately $368,000,000 of emergency cur- 
rency was issued under the terms of the Act, 
and promptly retired when the period of strain 
was over. 


Unquestionably, proposals to change the 
fundamental banking law of the country are 
not to be taken lightly, but a means must be 
provided to support the banking system during 
a time of stress, not so much for the sake of 
the banks themselves, but because the recov- 
ery of all business depends upon the ability to 
obtain credit. Much depends, of course, upon 
the wisdom and good judgment with which 
the new powers are administered. There are 
risks inherent in every emergency scheme con- 
ferring unusual authority upon one man or 
groups of men, but such risks are preferable 
to the greater risk of doing nothing. 


Government Securities as Backing for 
Currency and the Question of “Free Gold” 


The proposal to permit the Reserve banks to 
use their purchased Government securities as 
collateral for Federal Reserve notes has also 
been the subject of controversy. Involving 
as it does the question of the amount of so- 
called “free gold,” this feature has been widely 
played up in public discussion, and as the sub- 
ject is somewhat technical it has caused no 
little confusion in the public mind. 

Actually, the explanation is very simple. 
According to the present terms of the Federal 
Reserve law, Federal Reserve notes must be 
backed 100 per cent by collateral security, of 
which at least 40 per cent must be gold and 
the remaining 60 per cent may be eligible 
paper. The effect of this requirement is that 
any deficiency in the volume of eligible paper 
has to be made up in gold in order to maintain 
the required full 100 per cent coverage. 


Thus, at the present time, when the volume 
of Federal Reserve notes in _ circulation 
amounts to $2,657,000,000, the total volume of 
eligible paper held in the Reserve banks as 
security amounts to only $680,000,000, leaving 
$1,977,000,000, or 74 per cent, to be covered by 


gold. This compares with 40 per cent con- 
sidered by the framers of the Federal Reserve 
Act as ample backing for the currency. 


If, after setting aside $1,977,000,000 gold 
against notes, allowance is made also for the 
35 per cent reserve required against Reserve 
bank deposits, or $503,000,000, the total 
amount of gold already in use as security 
against notes and deposits is seen to be $2,- 
480,000,000. Since the total gold reserves of 
the Reserve banks amount to $2,944,000,000, 
this leaves only $464,000,000 not already 
pledged in one form or another. This is the 
“free gold” so much talked about. 


So long as Government securities are not 
eligible as collateral for currency, this “free 
gold” measures the limits to which the Re- 
serve banks could go in meeting withdrawals 
of currency and gold without an increase in 
member bank indebtedness which would auto- 
matically release more gold by providing ad- 
ditional eligible paper for use as a substitute. 
Such an increase in member bank borrowing 
is, of course, perfectly possible, but is regarded 
as undesirable at a time when the indebtedness 
is already in excess of $800,000,000. Hence the 
proposal to make the Government securities 
held by the Reserve banks collateral for notes, 
which would immediately increase the “free 


—. by $741,000,000 to a total of $1,205,000,- 


The Fear of Inflation 


This provision of the bill, relating to Gov- 
ernment securities, like the provisions dis- 
cussed earlier, has been criticized in some quar- 
ters on the ground that it is inflationary in that 
it substitutes Government credit for gold and 
commercial paper as backing for the currency. 
It should be recognized, however, that a con- 
dition with respect to currency now exists not 
contemplated by the authors of the Federal Re- 
serve Act. When this Act was passed, the plan 
for securing the note issue partly by commer- 
cial paper was based on the theory that in this 
way the volume of eligible collateral would 
fluctuate automatically with the need for cur- 
rency. It was expected that periods of high 
currency demand ordinarily would coincide 
with periods of high business activity, when 
the volume of eligible paper available for use 
as collateral for notes would be corresponding- 
ly increased. It was not foreseen that the 
demands for currency might become heaviest 
just at a time when, owing to a business de- 
pression, the supply of commercial paper is at 
its lowest. Yet this is what has occurred. 
Under the circumstances, it seems clear that 
some temporary provision for broadening the 
basis of the currency is not only justified, but 
necessary, if undue constriction of credit is 
to be avoided. 
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The fear of using Government securities as 
a basis for currency is mainly due to the fact 
that inflation in Europe following the war was 
accomplished in this manner. That situation, 
however, was wholly different from this, the 
currency issues being wanted to pay govern- 
mental expenses and to make food for their 
own continuing depreciation. The entire body 
of issues remained in active use. In this case 
the provision for more currency is simply to 
enable the banks to meet demands from their 
depositors and take the place of the currency 
which is hoarded. No inflation of purchasing 
power results from issuing currency to pay 
bank deposits, for bank deposits themselves 
are a form of purchasing power. There is 
simply a change from one form of bank credit 
to another. When hoarding ceases, the need 
for more currency will be at an end, the new 
issues will be converted back into bank de- 
posits and normal conditions will be restored. 
It is strictly an emergency measure, by which 
a stronger form of bank credit is temporarily 
substituted for one about which a question has 
been raised. There is no reason to think that 
the people of the United States doubt the sol- 
vency of their government. 


It will still be necessary for the Federal Re- 
serve to maintain the same reserve ratios 
against notes and deposits as in the past. On 
the basis of present condition, the maximum 
excess gold reserve over and above these legal 
limitations is $1,377,000,000, and the maximum 
potential note issue $3,500,000,000. There is 
nothing in the new law that would change 
these figures. 


Like the provision relating to special loans 
by Reserve banks to individual banks, the 
power of Reserve banks to use Government 
securities as collateral for currency is con- 
tingent upon approval by the Federal Reserve 
Board and is intended to be temporary only. 
Such power is granted specifically only to 
March 3, 1933, with the matter of extension 
after that date left to the discretion of the 
Federal Reserve Board. 


Trade and Industrial Conditions 


The month of January marked the lowest 
point of business activity in the depression to 
date, according to the various composite in- 
dexes, adjusted for seasonal variations, which 
measure production and consumption in the 


basic industries. Nor is there evidence that 
significant improvement has occurred in Feb- 
ruary, insofar as preliminary data may be in- 
dicative. The steel industry, which usually 
rises during the month up to a March peak, 
has followed an irregular sidewise trend 
averaging around 27 per cent of capacity. It 
is probable that the seasonal rise is merely 
belated, but in view of general conditions it 


is not likely to be of impressive proportions. 
The automobile manufacturers have been 
proceeding conservatively to avoid overstock- 
ing dealers, but the return of the Ford com- 
pany to large production with the impending 
introduction of its new models assures ex- 
pansion during the next two or three months. 
The seasonal increase in building apparently 
will be a modest one, since contract awards 
during January and up to the middle of Feb- 
ruary have been the smallest by a wide mar- 
gin of any equal period on record, the figures 
going back only through 1927. 


Relatively the best showing among the 
major industries has been made by the shoe 
and textile groups, experiencing the necessary 
replacement demand for apparel which goes 
on in the worst of times. Even in textiles the 
low state of the raw material industries cur- 
tails their market, directly as well as indirect- 
ly, to a degree not often realized. The state- 
ment recently made by the New York Cotton 
Exchange Service that 40 per cent in yardage 
and 60 per cent in weight of all the cotton 
goods produced go into industrial uses is a 
revealing one. 


Commodity prices steadied toward the end 
of the month after dropping to new low levels 
earlier. Signs of commodity price stabiliza- 
tion heretofore have been disappointing, de- 
spite the retarded rate of decline since last 
Summer. The enforced contraction of credit 
together with the low state of world trade are 
powerfully depressing influences upon the 
price level, which is now below 1913 in all the 
principal countries, while the crude raw ma- 
terials are, according to Bradstreet’s index, 
the lowest since 1901. The general farm price 
level has not improved, although cotton has 
advanced and wheat held its ground, and the 
farmers’ purchasing power consequently con- 
tinues restricted. 


World Trade and Capital Movements 


January figures on the foreign trade of im- 
portant countries present a significant picture 
of world trade and financial conditions and 
the effects of recent changes such as currency 
depreciation, tariff increases, etc. The trade 
of the United States, Great Britain, France, 
Germany and Japan represents about half of 
all trade, and the trade figures for January in- 
dicate that world trade is only 35 to 40 per 
cent of the 1929 level, in dollar values. Of 
course, the bulk of goods moved has been re- 
duced in less proportion, but as the balances 
are converted to currency units and are em- 
ployed to discharge obligations contracted in 
currency units the value is the significant 
figure. 

The following table gives the trade of the 
countries mentioned and comparisons with one 
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year ago, allowance having been made this 
year for the depreciation of the pound sterling 
and the yen: 


Foreign Trade, Merchandise, Month of January 
(Millions of Dollars) 


1932 1931 
Exports Imports Balance Exports Imports Balance 


United States 150 1386 +14 246 1838 + 63 
Great Britain 107 196 —89 183 339 —156 
71 —21 101 150 — 49 

+21 173 170 + 3 

—16 52 61 + 1 


* Exclusive of reparations payments in kind. 


The figures for the United States, as for 
some time past, reflect the fact that the efforts 
of our creditors to pay their debts to us, and 
their inability to buy, continue to carry us in 
the direction of an import trade balance. The 
British figures show a great alteration in the 
trade balance, accomplished by reductions of 
imports through the emergency tariff and 
other general causes, while exports, now pay- 
able in depreciated sterling, have held up bet- 
ter. France has reduced her imports partly 
by her tariff policy, while in Japan the effects 
of the Chinese troubles on exports control the 
situation. 


The German trade balance is more favorable 
than a year ago, but less so than in recent 
months, having reached $91,000,000 in October. 
The necessity of making debt payments and 
meeting capital withdrawals during 1931 com- 
pelled Germany to force her exports and to 
decrease her imports to an unprecedented de- 
gree, piling up an export surplus for the year 
of about $600,000,000, or if reparations in 
kind be included approximately $700,000,000. 
In recent months, however, the depreciation of 
other currencies and the raising of higher 
tariff walls have made difficulties for her ex- 
port trade, while it is doubtless true as a prin- 
ciple that she could not continue to export as 
she has done without importing more, and that 
the great decline in import prices which so 
rapidly reduced import totals last year must 
be near an end. Thus reduction in the favor- 
able trade balance is to be expected. 


It is worth while to give attention through 
these figures to the way in which the Euro- 
pean financial situation affects this country. 
Loss of confidence in the safety of foreign 
capital employed in European countries during 
1931 resulted in sudden withdrawal of it. In 
trade terms the withdrawal of capital causes 
forced exports by the debtor countries. Since 
the repayment can be made only in gold or 
goods it first drains the credit base of the 
country by causing shipments of gold, with 
deflationary effects upon commodity prices 
and values of all kinds. Second, it causes 
forced expansion of exports and curtailment 
of imports, which depresses the trade of the 


creditor nation receiving the payment, the 
United States along with others. When the 
attempt to repay has to be made over tariff 
walls which keep out goods, the drain upon 
the gold supply is accordingly heavier. 


Even with the relief given by the morator- 
ium upon reparation payments, and by the 
Standstill Agreement, Germany was compelled 
during 1931 to reduce her gold base to the 
minimum recognized by her creditors as safe, 
and then in effect to “dump” her goods upon 
the world, depressing all commodity prices 
and all markets, and altering established trade. 


The sums due annually upon the intergov- 
ernmental debts and to each country upon the 
reparations payments appear to be small and 
are small by comparison with the budgets of 
the countries affected and with the disturbance 
that they create. But they are large in their 
effects, for the debt situation is uppermost in 
keeping alive doubts concerning the safety of 
capital in the debtor countries, with effects as 
stated and as apparent in the German trade 
figures. All countries have incomparably more 
to gain from an early and equitable adjustment 
of these debts, with sacrifices as necessary, and 
from the ensuing restoration of confidence, 
than from a continuation of the present situa- 
tion, which, as the figures show, is gravely 
affecting the trade of the United States as of 
every other country, and must continue to 
affect it as long as the situation is unsettled. 


Money and Banking 


Action of the Federal Reserve Bank of New 
York in reducing its rediscount rate from 3% 
to 3 per cent on February 26 constituted an 
outstanding development in the money mar- 
ket. Ordinarily, under circumstances of an 
outflow of gold and tightened internal credit 
such as is manifested in all but the primest 
short-term investments, a higher rather than 
a lower bank rate would appear to be the more 
logical method of dealing with the situation. 
The fact that central banking policy in this 
instance has followed a contrary course must 
find its justification in certain unusual fea- 
tures of the situation. In previous paragraphs 
of this Letter we have emphasized the part 
which fear has played in precipitating and 
aggravating the present credit difficulties. Just 
as the outflow of gold has not been caused pri- 
marily by the usual influences such as dif- 
ferentials in money rates or movements in 
trade, but by fear for the stability of the 
dollar, so the acute stringency of credit in 
many parts of the country has not been caused 
by the excessive demands of borrowers, but 
by the fears of bank depositors, and the pan- 
icky withdrawals of currency resulting there- 
from, which have impaired the lending power 
of the banks. 
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The action on the part of the Reserve bank 
may be interpreted as in line with the general 
program of dealing with the credit situation 
in a way to eliminate fear, which includes 
broadening the facilities of the Federal Re- 
serve System, lending through the Recon- 
struction Finance Corporation and similar 
measures designed to check bank failures, di- 
minish hoarding of currency and prevent ex- 
cessive contraction of credit. The reduction in 
rate is undoubtedly designed to, and will, fa- 
cilitate the distribution of forthcoming Gov- 
ernment security issues by giving the banks a 
spread between the rates on such securities 
and the rediscount rate, so that banks which 
have purchased Governments will be more in- 
clined to carry them and not force them upon 
the market, thereby bringing about a shrink- 
age in bank deposits and further deflation. 
The sale of Government securities at this time 
may be taken not simply as an ordinary fiscal 
operation of the Government, but as part of 
a broader program of raising funds in the prin- 
cipal money centers which would then be dis- 
tributed throughout the country where needed 
through the medium of the Government credit 
relief agencies. 


Reduction in the rediscount rate was fol- 
lowed by a readjustment in open market rates 
on acceptances, bid and asked quotations de- 
clining by % of 1 per cent for 30 and 60-day 
maturities, and by % of 1 per cent for 120, 
150 and 180-day maturities. Rates for 90-day 
bills were unchanged. Open market buying 
rates of the Federal Reserve were reduced to 
25% per cent for maturities up to 45 days, 234 
per cent for 46 to 120 days, and 3 per cent for 
121 to 180 days, these rates comparing with 
previous quotations of 234, 3 and 3% per cent 
respectively. 

Other money rates show no change at this 
writing. Call loans held at 2% per cent on 
the Exchange all month, with brokers’ time 
money quiet. Interest in the Stock Exchange 
money market continues at a minimum, a fact 
reflected in aggregate borrowings of Stock Ex- 
change members which on February 1 amount- 
ed to only $513,000,000 compared with a peak 
of $8,549,000,000 reached in 1929. 


A moderate reduction of currency in cir- 
culation, which dropped $39,000,000 in three 
weeks after rising sharply over the end of 
January, is encouraging, though not conclu- 
sive sign of a more confident public sentiment, 
but has not offset the loss of gold during the 
month, which totaled $67,500,000 up to Feb- 
ruary 26. Thus, member bank borrowing 
from the Reserve banks continued to fluctuate 
between $800,000,000 and $850,000,000, aver- 
aging somewhat higher than in January. 

During the three weeks ended February 17 
the loans and investments of the weekly re- 


porting member banks declined by $261,000,- 
000, making a total decline of $2,400,000,000 
since September 16. The corresponding de- 
crease in deposits during the three weeks was 
$346,000,000, and in the five months $3,333,- 
000,000, with consequences to business as de- 
scribed in earlier paragraphs of this Letter. 


The New York City member banks are bor- 
rowing only negligible amounts from the Re- 
serve bank, virtually all of the rediscounting 
coming from other quarters. In the largest 
cities most of the banks have maintained a 
high degree of liquidity and have kept clear 
of demands that would involve borrowing in 
any great degree, but in many other places the 
ability to liquidate promptly has been impaired 
by the slow character of the assets, and bor- 
rowings by banks outside New York continue 
the largest since just after the stock market 
crash in 1929, 


Bank of England Rate Reduction 


An event of much interest during the month 
was the reduction in the Bank of England 
rate on the 19th from 6 tu 5 per cent. Ordi- 
narily a change in the Bank of England rate 
is an event of world-wide importance by rea- 
son of its influence on the flow of international 
money and capital, but with England off a 
gold basis the move is devoid of a good deal of 
its outside significance. It is unlikely that 
the reduction in the British rate had anything 
to do with the reduction in the bank rate at 
New York. 


When England went off gold in Sep- 
tember, the high discount rate was doubtless 
established as a precautionary measure against 
unforeseen developments and possible inflation. 
Thus far at least, fears of inflation have proved 
baseless, and as a 6 per cent discount rate im- 
poses a severe burden upon business, it is 
natural that the British banking authorities 
should seek to grant relief to industry and 
commerce through cheaper money at the earli- 
est practicable moment. 


On February 1 the Bank of England com- 
pleted repayment of credits of £15,000,000 
(gold) each, due to the Federal Reserve Banks 
and the Bank of France. This was the re- 
mainder of the £25,000,000 credits granted by 
each of these banks last August and repaid 
in part on October 31. In making the earlier 
payment the Bank sold £15,000,000 in gold, 
but on this occasion was able to meet the ma- 
turity without further depletion of its gold 
reserves. In this it was doubtless helped by 
the large sales of gold by India, which have 
provided dollar and franc exchange. One of 
the unanticipated results of the premium to 
which gold has gone in terms of sterling and 
of the Indian rupee (which is tied to sterling) 
is the attraction of large quantities of gold 
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from India, drawn out of the hoards of that 
country by the high price of gold in rupees. 
Shipments from India since Great Britain sus- 
pended gold payments have totaled over 
£30,000,000, the great part of which has gone 
to London prior to distribution elsewhere. 

Other changes in bank rates during the 
month included reductions by the central 
banks of Norway and Sweden from 6 to 5% 
per cent. 


Gold Movements and Foreign Exchange 


Exports of gold from the United States dur- 
ing February aggregated $127,500,000, the 
largest total since last October. As approxi- 
mately $27,000,000, however, was from stocks 
already earmarked in this country for foreign 
account, the net loss in the gold holdings of 
this country was much less, and when con- 
sideration is given also to imports of $33,000,- 
000, amounted to only about $67,500,000. Of 
the exports, $98,087,800 went to France and 
$17,834,000 to Belgium, while the imports in- 
cluded $19,400,000 from Japan, $7,188,000 from 
Canada, and $1,560,000 from India. 

Since the resumption of gold exports in 
January, following the revival in Europe at 
that time of the inflation scare regarding the 
dollar, the total reduction in the monetary 
stocks of this country through exports and 
earmarking has amounted to over $100,000,- 
000. It is noteworthy, however, that the dol- 
lar has been firmer recently in terms of most 


foreign currencies, including French and Swiss 
francs, and Dutch guilders, notwithstanding 


the reduction in our bank rate. Sterling con- 
tinues to display strength, closing at $3.48% 
on February 26, the highest since the middle 
of January. Japanese yen, on the other hand, 
dropped to 31% cents, off 37 per cent since 
the departure from a gold basis. 


The Bond Market 


The bond market during the past month has 
responded to the measures taken to relieve the 
credit situation. Following the introduction 
into Congress of the Glass-Steagall Bill liberal- 
izing Federal Reserve credit, prices pursued 
a steady advance which derived additional im- 
petus from the reduction in the New York 
rediscount rate on February 26. At the close 
of business February 26 the Dow-Jones aver- 
age of 40 corporation bonds showed a net 
advance of 1.86 points for the movement, 
bringing the index 2.90 points above the Janu- 
ary low for the year and 6.60 points above the 
low for 1931 reached about mid-December. 

United States Government securities were 
leaders in the advance, prices of the longer 
maturities rising 3 to 4 points to new high 
levels for the year. Translated into terms of 
yield, the month’s advances brought the 
longer-term bonds once more below the 4 per 





cent level, compared with yields around 4% 
per cent before the movement got under way. 
Credit for the improvement in prices is un- 
doubtedly due principally to the new banking 
legislation, which has caused a general better- 
ment of sentiment with respect to the financial 
situation and led to expectations that the force 
of necessitous selling will be alleviated. Now 
that the Reconstruction Finance Corporation 
has begun functioning, and the Reserve banks 
may soon make advances on miscellaneous 
securities, there seems much less likelihood of 
a continuance of bank liquidation at sacrifice 
prices. United States Government securities, 
in particular, have benefited from the more 
vigorous drive for public economy set in 
motion in Washington, and from the belief on 
the part of many that the provision of the 
new banking bill permitting the use of Govern- 
ment securities as collateral for note issues 
presages a larger volume of buying of Govern- 
ments on the part of the Reserve banks. 

Because of these new influences the market 
has forged ahead, despite various unfav- 
orable features of the situation, including the 
mounting Treasury deficit, with its implica- 
tions of a large volume of Treasury financing 
to come. 

Significant evidence of the broader demand 
for bonds has been the ability of the market 
to divorce itself from stock market influences, 
prices continuing steadily upward even on 
days when stock prices turned reactionary. 
Still another conspicuous feature of the up- 
turn is that it has occurred in the face of a 
continuous reduction in the security holdings 
of banks, as represented by the figures of the 
weekly reporting member banks. During the 
four weeks ended February 17, these banks 
showed reductions of $40,000,000 and $37,000,- 
000 in their holdings of United States Govern- 
ment and other securities respectively. 


General Bond List Up 


With United States Government obligations 
moving up, other groups have tended to adjust 
themselves accordingly, and indexes of rails, 
public utilities and industrials all showed mod- 
erate advances. Betterment in the municipal 
market is reflected in the rise of New York 
City 6s of 1935-37, offered in January, from a 
slight discount to bid 100%, and an advance 
of 1% to 2Y% points in the city’s longer maturi- 
ties. Realization of the imperative necessity 
for economy in public expenditures is taking 
root rapidly throughout the country, and many 
communities are doing a fine job in putting 
their finances in order. Where this is the case 
such communities are finding a ready demand 
for their issues at a time when the market is 
discriminating sharply between municipalities 
which have tackled the expenditure problem 
resolutely and those which have not. 
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Foreign issues shared in the general im- 
provement in the list, with strength in the 
United Kingdom 5%s a feature, doubtless on 
firmness in sterling and other constructive de- 
velopments in the British situation, including 
reduction of the bank rate, repayment of for- 
eign central banking credits, reduction of 
adverse trade balance, etc. Japanese issues, 
on the other hand, were soft, as result of pro- 
longation of conflict in China, while German 
obligations were irregular. On February 17, 


the Republic of Uruguay announced that it 
would be obliged to suspend sinking-fund pay- 
ments on its external debts, but that interest 
payments would be continued. 


New Financing Restricted 


But for the offering of $15,000,000 Federal 
Intermediate Credit Bank debentures, and an 
issue of $25,000,000 of 5 per cent bonds of the 
Brooklyn Edison Company at 97 to yield 5% 
per cent, the market for new security issues 
other than those of the United States Govern- 
ment was virtually at a standstill during the 
month. For the year up to February 20, the 
total volume of stock and bond offerings, ex- 
clusive of the United States Government fi- 
nancing, was only $181,000,000 (of which 
$100,000,000 represented financing by the City 
of New York), compared with $762,000,000 in 
the corresponding period of last year, which 
total in turn was much below those of previous 
years. The extraordinary condition of inactiv- 
ity thus indicated affords striking evidence of 
the way in which fear and deflation have com- 
bined to dry up the normal sources of invest- 
ment credit and suggests the difficulties with 
which business will have to contend so long as 
these influences continue to be the governing 
factors in the markets. Considerable encour- 
agement, however, is derived by bankers from 
the excellent reception accorded a number of 
issues of the past two months, indicating that 
even under the present adverse conditions a 
market exists for moderate offerings of high 
grade securities which are properly priced. 


In connection with its educational campaign 
designed to reduce public hoarding of currency, 
the Treasury has announced a prospective issue 
of short-term certificates suitable for invest- 
ment to people of small means. These certifi- 
cates will be in denominations of $50, $100, 
and $500, probably run for one year, with pro- 
vision for redemption upon 60 days’ notice by 
the holder, and bear interest at 2 per cent. Such 
securities will be sold over the counters of 
banks and funds received in payment will re- 
main with the banks until called for by the 
Treasury. In this way it is hoped to recall 
a considerable volume of currency from hiding, 
with beneficial results to local banks and to 
the general credit situation. 


Business Profits 





The showing of some 900 industrial corpora- 
tion reports for the year 1931 that have been 
published to date is in line with the prelim- 
inary figures given last month, indicating a 
decline of approximately 53 per cent from 1930 
and 72 per cent from 1929. Our tabulation is 
summarized on the following page, which 
shows the number of companies whose re- 
ports are available in the principal lines of 
industry, their combined net profits after all 
charges but before dividends in 1930 and 1931 - 
and the percentage change. Net worth, made 
up of outstanding preferred and common 
stock and surplus account taken at book value 
at the beginning of each year, is also given, 
together with the percentage rate of profits 
return thereon. 


In the record breaking year 1929, the aggre- 
gate net profits of the companies in this tabu- 
lation amounted to approximately $2,162,000,- 
000, from which they declined to $1,258,000,000 
in 1930 and to $592,000,000 in 1931. 


Deficits were reported in 1931 by about 39 
per cent of the companies and amounted to 
$352,000,000, while in 1930 about 22 per cent 
of the companies had deficits of $118,000,000 
and in 1929 about 8 per cent had deficits of 
$33,000,000, all of which have been deducted 
in arriving at the net totals shown. 


A limited number of companies is included 
whose fiscal year closed in the latter half of 
the calendar year but before December 31. 


The combined capital and surplus of the 
entire group amounted to $17,703,000,000 at 
the beginning of 1931, upon which the net 
profits represented an average rate of return 
of but 3.3 per cent, as contrasted with a rate 
of 7.1 per cent in 1930 and 13.4 in 1929, 


~~ Factors in the Decline 


Behind this drastic decline in earnings there 
were two chief causes, namely, the declines in 
volume and in price. Between the middle of 
1929 and the end of 1931, general business 
activity, as measured by the accepted indexes, 
slumped between 40 and 50 per cent. Some 
companies attempted to meet the decreased 
volume by a prompt curtailment of expenses 
and lowering of production costs, while others 
were slow in making this readjustment be- 
cause of the belief that business recovery 
would make such action unnecessary. Prices, 
the second major factor, declined during the 
two and one-half year period by 30 per cent 
according to the indexes of wholesale prices, 
although in the case of many individual com- 
modities, particularly raw materials, the drop 
was much larger. Losses due to the writing 
down of inventories have been almost uni- 
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INDUSTRIAL CORPORATION PROFITS FOR THE YEARS 1930 AND 1931 
Net Profits Are Shown After Depreciation, Interest, Taxes, and Other Charges and 
Reserves, but Before Dividends. 


Net Worth Includes Book Value of Outstanding Preferred and Common Stock and Sur- 
plus Account at Beginning of Each Year. 


(In Thousands of Dollars) 








Net Profits 
Years Cent 


Industry 1930 


$45,649 
33,467 
6,853 
161,828 
8,526 


Agricultural Implements ..... 
PTEOID  vcceccatisimnnccnnsciviine 
Apparel 
Automobiles ....... etatenncecubauaen 
Auto Accessories . 





yc iat 
Building Materials 
Chemicals 
Coal Mining 

Confectionery and Bever’s.. 


Cotton Mills 

Dairy Products ............ 
Drugs and Sundries. 

Electrical Equipment 

Fertilizer 


Food Products—Misc. .......... 
Heating and Plumbing...... 
Household Goods 
Iron and Steel 

Laundry and Cleaning 








sees coecceccece eee 





Lumber 
Machinery and Tools 
Meat Packing 

Mdse.—Chain Stores 
Mdse.—Dept. Stores 


Mdse.—Mail Order He 
Mdse.—Wholesale, etc. ...... 
Mining, Copper 

Mining, Other Non-ferrous 
Office Equipment ............. hee 


Paint and Varnish 
Paper and Products 
Petroleum 
Petroleum Pipe Line 
Printing and Publishing... 








Railway Equipment  ........0.008 
Real Estate .... " 
Restaurant Chains 
Rubber Tires, etc 
Shipping 


eeeeeceecsocores 





Shoes 
Silk and Hosiery 
Stock Yards 





Textile Products—Misc. . 
Tobacco 
Wool 
Miscellaneous—Mfg. 

Miscellaneous—Services 








41 


Per Net Worth 


January 1 

1931 30 ” 
$125 
10,184 
D-3,734 
99,165 
D-1,967 


38,426 
D-2,505 
75,335 
10,891 
5,664 


D-13,383 
2,812 
73,182 
4,292 
D-1,239 


49,045 
D-935 
3,580 
18 
1,655 


D-3,168 
D-2,630 
D-8,846 

82,838 
D-1,925 


D-24 
D-3,470 


Change 
—99.7 


1931 


$479,501 
236.526 
159,580 
1,301,596 
194,244 


339,055 
412,706 
827,330 
372,051 

58,988 


252,714 

43,153 
415,632 
127,075 
117,840 


712,605 
77,971 
137,066 
3,734,434 
18,884 


31,608 
279,913 
683,559 
528,868 
149,208 


378,931 
101,231 
179,186 
377,285 
106,986 


100,263 
267,958 
586,066 

41,389 
219,268 


848,487 
141,544 

27,224 
427,194 
102,452 


193,575 
76,681 
35,250 

133,921 

146,096 


156,673 
573,237 
111,264 
807,510 
371,281 


$463,233 
213,434 
169,770 
1,332,941 
209,507 


339,493 
399,409 
740,849 
363,416 

57,379 


268,361 

36,133 
354,427 
118,647 
140,456 


714,412 
76,617 
139,652 
3,615,968 
18,763 


33,353 
289,011 
688,129 
497,006 
150,356 


399,055 
105,343 
199,702 
401,311 
111,836 


104,833 
274,032 
610,459 

42,734 
228,983 


336,333 
132,663 

26,894 
464,112 
118,040 


198,849 
85,469 
34,808 

193,118 

151,697 


163,021 
557,005 
119,897 
802,080 
390,859 


—67.2 


—33.9 


eeeeceveee 


23,926 


D-3,415 
4,599 
1,251 
3,689* 
2,363 


10,968 
D-2,222 
2,943 
D-12,027 
6,762 


748 
78,098 
D-3,352 
36,226 
20,224 


Per 
Cent 
Change 


+ 3.4 
+10.8 
— 6.0 
— 2.4 
— 7.3 





900 Total $1,257,807 





$592,105 $17,683,855 $17,703,059 


Per Cent 
Return 
930 1931 

9.9 
15.7 


eeeeee 


8.3 
22.1 
11.0 

4.8 


1.9 
3.4 


6.4 
8.1 
8.9 


eeeeee 


4.5 
4.9 


eoceee 


2.3 
13.7 
8.9 
6.8 


71 








D—Deficit. *Before certain charges. 
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versal. Unlike losses from operations, how- 
ever, they are a non-recurring charge and 
cease when prices become relatively stable. 
Since June, 1931, the downward trend of prices 
has become much less abrupt and has aver- 
aged only 4/10 of one per cent per month. 

In addition to the two major factors already 
stated that have militated against business 
profits in the past two years, there were two 
minor but nevertheless important causes of 
losses, namely, depreciation of marketable 
securities and of foreign investments. It has 
become common practice during recent years 
for corporations to carry marketable securities 
as a secondary cash reserve, and a considerable 
number of companies purchased blocks of their 
own stock in the open market, which transac- 
tions have resulted in book losses with few 
exceptions. 

American corporations which are interested 
in foreign business, especially those having 
subsidiary plants abroad, were hit by the de- 
preciation in foreign currencies that occurred 
when more than a score of countries suspended 
the gold standard. Inasmuch as the current 
assets of foreign branches are usually con- 
verted into dollars at the current rate of ex- 
change, there was a book depreciation to be 
charged against operating profits or directly 
against surplus account. It is probable that a 
considerable part of these losses could have 
been avoided if the companies holding cash 
balances, receivables and other assets abroad 
had taken advantage of the facilities available 
at the New York banks for hedging through 
the sale of future exchange contracts so as 
to eliminate the risk caused by fluctuations in 
foreign currencies. 


Relative Showing in Different Lines 


The fact should be kept in mind that clas- 
sification is by broad industrial groups and 
that only a minor portion of all corporations 
publish their statements, so that the percent- 
ages given are not meant to measure the 
changes precisely but merely to indicate the 
trend of earnings. A wide variation is found 
among the individual companies making up 
each group. 

Space does not permit a detailed discussion 
by separate industries, but it appears that the 
relatively best showing was made by the man- 
ufacturers of bakery and dairy products, to- 
bacco, chemicals, paints, drugs and sundries, 
shoes, and by the chain store, pipe line, stock 
yards and laundry and cleaning companies. 

Declines of a greater extent were ex- 
perienced in the industries of general food 
products, confectionery and beverages, auto- 
mobiles, electrical equipment, household ap- 
pliances, coal mining, amusements, printing 
and restaurant chains. 


The groups reporting the most severe drop 
in earnings, or actual deficits, include the tex- 
tiles and apparel, meat packing, sugar produc- 
tion, paper, petroleum, merchandising other 
than chain stores, automobile accessories, and 
the so-called heavy industries comprising iron 
and steel, non-ferrous metals, machinery, agri- 
cultural implements, railway equipment, heat- 
ing and plumbing, lumber and other building 
materials. 


Numerous Gains Are Reported 


Aside from the four industrial groups that 
showed an increase in earnings last year, the 
number of gains among individual concerns 
scattered throughout other industries was 
much greater than might have been expected 
in view of the depressed condition of business 
generally. The companies showing increases 
make up about fourteen out of every one hun- 
dred reporting, in addition to which there was 
a large number of companies operating at a 
deficit both years that cut down the amount of 
their deficits in 1931 as compared with 1930, 
thus making a better showing relatively. 


As the sales of these companies, save in a 
few exceptional cases, were smaller in 1931 
than in 1930 in dollar value and also physical 
volume, the reported increases in net profits 
may have been brought about by various dif- 
ferent factors reflecting both circumstances 
and management, among which might be noted 
the following: 


(1) Having done a thorough housecleaning 
job in 1930, so that the improvement indicated 
in 1931 was partly a matter of bookkeeping 
transactions. 

(2) Smaller losses on inventories in 1931 
than in 1930, and the writing down of valua- 
tions against reserves previously set up. 

(3) Relatively greater reduction in prices of 
raw materials than in selling prices of finished 
goods. 

(4) Lower operating and overhead costs 
through the application of economies through- 
out the organization. 

(5) Lower unit costs through reduction in 
salaries, wages and bonuses, and through more 
efficient distribution of work. 

(6) Successful results of research in the de- 
velopment of new products, and technical or 
style improvements on the old. 

(7) Maintaining sales volume through an 
intelligent and aggressive campaign of adver- 
tising and selling. 

(8) Elimination of unprofitable items, de- 
partments, branches or territories and con- 
centration on the profitable. 

(9) Recognition that a policy of price-cut- 
ting, if carried beyond a certain point, is ruin- 
ous to the entire industry. 





(10) “Dressing up” the product by attrac- 
tive packaging that appeals to the public be- 
cause of being waterproof, dustproof, sanitary, 
etc. 


While any material increase in earnings in 
certain industries is absolutely dependent up- 
on recovery in general business volume, there 
are doubtless many other industries having 
possibilities to better their showing by re- 
adjusting their operations through the adop- 
tion of some of these constructive principles 
already applied successfully by a long list of 
individual companies. 


Balance Sheets Show Strength and Liquidity 


An examination of the balance sheets con- 
tained in annual reports reveals in most cases 
a condition of strength and liquidity that is 
highly encouraging, as well as surprising in 
view of the poor earnings during the past two 
years. Through the courtesy of the Stand- 
ard Statistics Company we are reprinting a 
composite balance sheet prepared by that or- 
ganization from the reports of 133 represen- 
tative industrial corporations, which may be 
taken as a fair sample of the financial condi- 
tion of the more important corporations which 
make up a very substantial portion of the 
manufacturing industries of the country as a 
whole. 

Composite Balance Sheet 
of 133 American Industrial Corporations 


(in millions of dollars) 
December 31 
Assets 1930 1931 
Cash and Equivalent* $ 728 
Receivables 428 
Inventories .... 943 








—_— 


Total Current Assets. 2,357 


2,099 
Property Accounts ** 2,423 2,378 
Investments 349 384 
Intangibles 291 282 
Other Fixed Assets. 109 94 











Total Assets 
Liabilities 
Current Liabilities $ 359 $ 290 


Funded Debt 840 786 
Other Liabilities 85 95 


Total Liabilities 


$5,529 $5,238 














1,284 1,171 


Preferred Stock 675 662 
Common Stock & Surplus 3,476 3,303 


4,151 3,965 








Total Stock & Surplus 





Capital Reserves 94 102 


Total $5,529 





$5,238 


*Includes call loans and marketable securities, 
**Less depreciation. 


Reviewing briefly the principal items, it will 
be observed that cash, call loans and market- 
able securities were increased by $48,000,000 
during the year and are now more than double 
the entire current liabilities. Receivables were 
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reduced by $84,000,000, reflecting the collec- 
tion of outstanding accounts and notes and, 
no doubt also substantial charge-offs. In the 
reduction of merchandise inventories by $222,- 
000,000 two factors were operative, the lower 
price level and the reduction in physical stocks 
of manufactured goods, (but not, generally 
speaking, of raw materials). There was a net 
decrease in total assets of $291,000,000. 


Of this amount either released or written 
down, total debt was reduced $113,000,000 by 
paying down current liabilities and by retiring 
funded debt, the slump in the bond market 
affording corporations the opportunity to anti- 
cipate sinking fund requirements and to buy 
in their own issues at substantial discounts. 
Preferred stock to the extent of $13,000,000 
was also retired, and the equity of common 
shareholders declined $173,000,000 because of 
operating losses and payment of dividends in 
excess of earnings. 

Considering the industrial corporate struc- 
ture as a whole, the ratio of current assets to 
current liabilities, which measures the liquid- 
ity, increased from 6.6 to 7.2. The propor- 
tion of capital represented by borrowed money 
decreased during the year, while stockholders’ 
investment increased and at the end of 1931 
was over 75 per cent of total assets. 


Railroads and Utilities 


Last year was the worst for the railroad 
industry as a whole since 1920, and in the case 
of many individual roads was the worst since 
the period of the 1890s or before. A review 
of the wholesale omission of common and pre- 
ferred dividends and the virtual collapse in 
market prices of bonds and shares during 1931 
was given in our issue of January last. Since 
that time a number of remedial steps have 
been put into operation, including the emerg- 
ency increase in freight rates, the Railroad 
Credit Corporation, the Reconstruction Fi- 
nance Corporation and the ten per cent re- 
duction in wages, but the permanent health of 
the railroad industry depends upon a recovery 
in the volume of traffic. 


Figures now available for the full year show 
that gross revenues of the Class I railroads 
declined from $5,344,000,000 in 1930 to $4,237,- 
000,000 in 1931, or by 20.7 per cent and net 
operating income declined from $885,000,000 to 
$531,000,000 or by 39.9 per cent, while the 
balance of net profit (partly estimated) after 
interest charges, etc., but before dividends de- 
clined from $500,000,000 to $150,000,000. On 
the capital represented by preferred and com- 
mon stock and surplus, the profit return was 
only one per cent in 1931 and 3.3 per cent in 
1930. 

Net earnings of 40 important public utility 
systems supplying electric light and power, 
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gas, etc. totaled $413,000,000 in 1930 and $385,- 
000,000 in 1931, the decline being only 7 per 
cent and affording proof of the relative stabili- 
ty of the public utility industry. Decreased 
consumption of power by industrial plants was 
largely offset by increased use by domestic 
customers, the number of which tends to in- 
crease year after year. Several of the utility 


companies reported a gain in net profits over 
the previous year, including the following: 


Utilities Showing Gain in Net Profits 
(In thousands of dollars) 
1930 1931 


Brooklyn Union Gas Co $ 5,665 
Detroit Edison Co. 11,429 
Eastern Utilities ASSN, .......0. ccccccccsssees 1,971 2,162 
Idaho Power Co. a 1,313 
Illinois Northern Utilities Co.... 1,255 
Kansas City Power & Light Co. J 4,517 
Louisiana Power & Light Co ° 1,898 
Nebraska Power Co 2,397 
New Orleans Public Service Co 

New York Steam Corp 

Pacific Lighting Corp. ......... 

Penna. Power & Light Co.. 

Peoples Gas, Lt. & Coke Co. 

Philadelphia Electric Co. ... 

Public Service Co. of Nor. Ill 

Public Service Corp. of N. J 

United Gas Improvement Co 

Virginia Electric & Power Co 











The Foreign Loans 





The foreign loan flotations in the United 
States since the war have been the subject of 
so much discussion that some general com- 
ment upon the more serious criticism may well 
be made. 


A part of the adverse comment obviously is 
prompted by the idea that an injury is done 
the home country by sending capital out of it, 
taking no account of the benefits derived from 
a free flow of capital both ways. It is part of 
a philosophy that we would be better off if we 
would have nothing to do with the foreigners, 
excepting as we might dump our surplus prod- 
ucts upon them when convenient and for the 
sake of getting the gold. While this idea is 
not easy to eradicate it is not likely to prevail 
with the American people in the long run. 


International loans are not new in the world, 
but have been a legitimate and useful feature 
of international relations for a long time. They 
afford means by which capital is moved from 
countries in which it is comparatively abun- 
dant and cheap to countries where the eco- 
nomic opportunities for its employment are 
greater. This is in the interest of world de- 
velopment and the use of capital where it will 
produce the largest results. It is in the in- 
terest of society as a whole, for all countries 
and all classes are benefited by an increasing 
production of wealth, wherever it may occur. 
It is a familiar fact that this country was 
greatly aided in its development by the use of 
foreign capital and that this capital was used 
more productively in developing the stores of 


natural wealth here than it could have been 
used in the countries from which it came. 


The Western Hemisphere 


The other countries of the western hemi- 
sphere, Latin America and Canada, always 
have been regarded as natural fields for the 
investment of American capital. The Govern- 
ment at Washington in the past has held a 
friendly attitude toward such investments, as 
tending to develop closer trade relations. 

During the war development work practic- 
ally ceased in these countries for want of 
capital, with the result that when capital be- 
came available again, the demand sprang up 
with renewed vigor. 


Before the war London had been the chief 
money market to which the new countries re- 
sorted for loans, and had built up a great 
world trade in connection with her foreign 
financing. Her investments in Canada and 
Latin America were large, but during and fol- 
lowing the war business relations between the 
United States and these countries were ex- 
tended, and since interest rates in New York 
had fallen below those in London, foreign 
financing for this hemisphere was largely 
shifted to New York. 


Europe’s Post-War Need for Capital 


The period of currency inflation and depre- 
ciation almost bereft Central Europe of work- 
ing capital, with the result that interest rates 
were very high and the industrial recovery of 
the countries of that region was much 
hampered. 

The need of these countries was different 
from that of the borrowing countries hereto- 
fore referred to, since it was not wanted so 
much (although in part) for the development 
of natural resources as for the improvement 
of the industries and as working capital re- 
quired to enable them to give employment to 
the large industrial population dependent 
upon them for a livelihood. 


The reparations agreement entered into by 
Germany made it necessary that that coun- 
try’s industries should be made as productive 
as possible, for the country’s ability to make 
the reparation payments was dependent upon 
the ability of the industries to export goods. 

All of the countries of Europe were in press- 
ing need of capital or credit for the rehabilita- 
tion of industry and monetary systems, to 
bring order out of the chaos in which they were 
involved and provide work and livelihood for 
their people. The United States, by reason of 
the great additions made to its banking re- 
serves during the war and the years following, 
was in stronger position to meet these demands 
than any other country. Moreover, the Euro- 
pean countries had need to make their usual 
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purchases of the products of this country and 
were in danger of being obliged to curtail them 
for want of purchasing power. Here was a 
phase of the situation which directly con- 
cerned the productive interests of this country. 
Looking back over the conditions existing at 
that time, with nearly one-half of the world’s 
monetary gold in our bank reserves, there can 
be no question that self-interest and considera- 
tion for human welfare both demanded that 
out of its abundance this country should aid 
the recovery of Europe. 


The following table, compiled from the 
annual balance sheets prepared by the Depart- 
ment of Commerce, shows as nearly as may be 
calculated, the principal factors, credit and 
debit, in this country’s international balance 
sheets in the eight years, 1923-1930: 


Estimated Balance of Payments of the United States 
During the Period 1923-30 
(In dollars) 
Credits 


Excess of Exports 
Private Interest Received 
War Debt Payments 
principal) 
Increase in Foreign Investments in U.S. 
Bond Discounts and Commissions re- 
ceived in connection with foreign 
investments 
Misc. Other [tems (Net) .....ccccccecrsccrserseres 


$ 4,853,000,000 
6,237,000,000 


(interest and 
1,684,000,000 
1,722,000,000 








746,000,000 
713,000,000 


$15,955,000,000 








Total 


Debits 
New Investments Abroad (par value) $ 6,293,000,000 
Tourist Expenditures (net) 3,759,000,000 
Interest paid on foreign funds in U. S.  2,233,000,000 
Immigrant remittances and charity 
(net) 2,143,000,000 
Freight and Shipping (net) 586,000.000 
Foreign Representation and Other Gov- 
CrNMeENt PAYMENtsS (NEL) ...ccccccccccsees coos *" 488,000,000 
453,000,000 
$15,955,000,000 








Gold (net) 


Total 











On the whole the international account must 
balance. If any of the items on one side of the 
account had been different, changes corre- 
sponding in the aggregate would have been 
necessary on the other side. The aggregate of 
our new investments abroad during the period 
was over $6,000,000,000, and but for these loans 
it is obvious that our income must have been 
very different. It is probable indeed that in 
that case every item on both sides of the sheet 
would have been different, but beyond ques- 
ts our exports would have been very much 
ess. 

The German Loans 


The German loans have been subjected to 
more criticism than any other European loans 
placed in this market, but of these loans sold to 
the public in the United States none as yet has 
been reported in default, and although they 
have suffered in market price by reason of the 
political situation in which Germany is in- 
volved, there is no reasonable warrant for 
calling them worthless, as has been freely done. 
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It is not to be supposed that the present state 
of turmoil in Europe will always exist and 
there is good reason to believe that the German 
people will meet all of the obligations repre- 
senting borrowed money. 

These loans have been criticised as impru- 
dently made, on the ground that they might 
come in conflict with the claims of govern- 
ments on reparations account. It is said that if 
the ability to pay reparations should be limited 
by ability to procure foreign exchange, the 
German government would be expected by 
its creditors to deny foreign exchange to other 
debtors. 


It is probable that before any of the creditor 
governments would make a demand on the 
German Government adverse to the loans in 
question it would carefully consider the condi- 
tions under which said loans were made and 
the purpose to which the funds were devoted. 
It is an entirely unwarranted assumption that 
they have lessened the ability of Germany to 
pay reparations. 

The first German loan abroad was proposed 
by the Dawes Commission for the purpose of 
giving the country a sound currency system, 
without which the payment of any reparations 
would have been impossible. Moreover, in its 
discussion of this proposal the Dawes Com- 
mission referred to the loan as the “first loan” 
and clearly indicated that other loans might be 
desirable. It said: 

Obviously, the first loan should be fully secured, 
but it is equally true that it is neither in the interest 
of a first loan nor of the Reparation Commission to 
create a situation which would prejudice the flotation 
of subsequent German loans or the realization of the 
capital assets provided for in the plan.—Page 36, 
Dawes Committee Report. 

The Federal Government loan aggregating 
$300,000,000, which was separately offered in 
eight money markets of Europe and in New 
York in 1930, was authorized by the Young 
Plan, and two-thirds of the proceeds went to 
the creditor countries on reparations account. 
Nevertheless this loan has suffered in price 
almost as much as the private or municipal 
loans. Even the Dawes 7 per cent loan has 
sold under 60. 

As heretofore stated, Germany had been 
practically denuded of working capital when 
the Dawes Plan was put into effect. Moreover, 
many of her industries were not up-to-date in 
their equipment. Interest charges were almost 
prohibitive, 25 per cent and more being com- 
monly paid by borrowers of good credit. With- 
out the foreign loans Germany would have 
made but slow progress toward even the be- 
ginning of reparation payments. 

Moreover, the foreign loans served twice 
over in enabling Germany to begin reparation 
payments and continue them throughout the 
period of the Dawes Plan. Not only did they 
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supply working capital within Germany, but 
they supplied the foreign exchange by means 
of which the reparation payments were trans- 
ferred to the countries receiving them. This 
double service was rendered in the following 
manner. The proceeds of the loans, existing 
in the form of bank deposits in the countries 
where the loans were placed, were turned over 
to the Reichsbank, the Central Bank of Ger- 
many, in exchange for deposit credits or Ger- 
man currency, and the Reichsbank thus was 
put in possession of foreign funds with which 
to make the reparation payments. In final 
results the reparation payments were accom- 
plished through the funds provided by the 
loans, and the German borrowers received 
Reichsbank credit in exchange for their own 
credit. 

It is evident, therefore, that at least to the 
extent of loans which strengthened the Ger- 
man economic system, the foreign borrowings 
did not injure, but actually improved, the posi- 
tion of the reparation creditors besides facili- 
tating the payments. 


The Dawes Plan 


Although the Dawes Report contemplated 
that foreign loans would be made, its main 
reliance for the creation of foreign credits was 
upon an excess of exports over imports. We 
give below the adjusted figures for Germany’s 


foreign trade during the five years from 1925 
to 1929, inclusive, taken from page 252 of the 
final report of Mr. S. Parker Gilbert, Agent 
General for Reparations Payments: 


In Millions of Reichsmarks 


Exports —Excess 
(including of Imports 
deliveries +Excess 

in kind) Imports of Exports 

9,422 11,744 —2,322 
10,561 9,701 + 860 
10,954 13,801 —2,847 
13,650 —1,230 

13,442 + 40 


It will be seen that in only two years did 
exports exceed imports and then the excesses 
were small. In the five years the net excess 
of imports over exports was 5,499,000,000 
reichsmarks, or over $1,300,000,000. This is 
conclusive evidence that, even if Germany 
could have raised the sum of the payments in 
her own currency, the transfers to other cur- 
rencies could not have been made without the 
foreign loans. 

In view of this showing, the claim that rep- 
arations might be preferred ahead of the for- 
eign loans made for business purposes has no 
reasonable basis in equity. It always has been 
inconceivable that the reparations creditors 
would disregard the necessity for these loans, 
or that having derived benefits from them 
they would ‘set up a general provision of 


the Versailles Treaty as a bar to their pay- 
ment. The Treaty cannot be reasonably inter- 
preted as having been intended to make the 
payment of reparations more difficult. 


The Dawes Plan, while seeking to secure 
the payment of reparations, was based upon 
the theory that this would be most surely 
effected by giving the German people the 
largest possible freedom in the management 
of their fiscal and business affairs. The Re- 
port says (p. 38) “our plan is strictly depend- 
ent upon the restoration of Germany’s eco- 
nomic sovereignty.” 

Interpreting the Plan in the light of this 
declaration of its purpose, how can it be sup- 
posed that it ever was contemplated that the 
German Government would deny to its busi- 
ness men the right to borrow money outside 
of Germany in order to forward their legiti- 
mate business enterprises? Capital in Ger- 
many was obtainable only in limited amounts 
and at very high rates. It was in every re- 
spect proper and consistent with the repara- 
tion obligations that business men should 
bring outside capital into Germany, and be 
permitted to repay it. 


Testimony of Agent General Gilbert 


In the course of the hearings before the 
Senate Committee in the recent inquiry, 
reference was made to certain criticism which 
the Agent General of Reparations, Mr. Gil- 
bert, made in his report of 1927 of German 
foreign loans. This was at the height of the 
borrowing, and it is true that not only Mr. 
Gilbert but prominent German officials and 
bankers then expressed anxiety that the bor- 
rowing might be carried too far. But Mr. 
Gilbert’s statements at that time should give 
added weight to what he has said in regard to 
the service of these loans in the aggregate to 
Germany and her reparation creditors. Thus 
in the very report in which his criticism ap- 
peared he followed up the criticism by saying: 

It is now nearly four years since the first stabiliza- 
tion of the currency, and over three years since the 
adoption of the experts’ plan. During this period 
Germany has made remarkable progress. She has 
reestablished her credit at home and abroad, her 
industries have been reorganized and her productive 
capacity largely restored, her supplies of raw mate- 
rials and to some extent her working capital have 
been replenished, and the general standard of living has 
greatly improved. This has been achieved primarily 
through the industry and energy of the German 
people, but the people of other countries have also 
co-operated by making their savings available in 
liberal measure for the rebuilding of the German 
economy. It would be deplorable if what has been 
accomplished should now be imperilled by short- 
sighted and unsound internal policies. 

And in his final report issued in 1930 (pp. 
216-217) when he was closing his work under 
the Dawes Plan, Mr. Gilbert said: 

The consideration of the economic effects of foreign 


borrowings belongs to preceding years rather than to 
the present, and the discussions given in previous 
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Reports are not repeated here, except by way of refer- 
ring to the general function which foreign funds 
have performed, Without reference to the specific 
purpose which any particular loan was intended to 
serve, it is clear that foreign credits as a whole have 
greatly accelerated the process of German recon- 
struction, by providing essential funds at a time 
when the German economy was not yet strong enough 
to provide them for itself. The proceeds of foreign 
loans, upon entering into the Germany economy, sup- 
plied the material out of which German labor and 
enterprise could create new and larger domestic 
values, and in the four years of active borrowing, 
considering conditions at the start and the funds 
then available, there took place a growth of trade 
and an extension and renovation of plant such as 
had not been equalled in any previous period of equal 
length. The sound character of that growth depended, 
of course, primarily on the magnitude of the supple- 
mental values created, and secondly, upon the capacity 
of those values to earn a return in excess of the cost 
of the borrowed funds. Taken as a whole, and with- 
out reference to any individual loan, there is no 
reason to doubt that the new values created in Ger- 
many during the period of the Dawes Plan have 
aggregated several times the amount of the foreign 
debt incurred. 


Responsibility Not With the Bankers 


The bankers do not claim to have been wiser 
at the time than all the statesmen who insisted 
upon reparations and finally adopted first the 
Dawes Plan and then the Young Plan for col- 
lecting them. The bankers acted upon the 
settlements as made, and upon the presump- 
tion that there was a reasonable probability 
that they could be carried out; also upon the 
presumption that if unforeseen difficulties de- 
veloped, demonstrating them to be imprac- 
ticable, the several governments concerned 
would adopt a rational policy for a modification 
of the settlements, rather than a blind policy 
of insistence upon the impossible. 

As pointed out above, the loans in Germany 
for business purposes were necessary to the 
equipment of Germany for the task of paying 
reparations and also necessary to the transfer 
of German payments to the reparation credi- 
tors. The loans were not made until the 
Dawes Committee of able economists and 
business men had reported upon the capacity 
of Germany to pay, and developed a Plan 
which by the graduated scale of payments over 
five years promised to continuously test its 
own practicability. 

The reparations problem was obstructing 
progress toward normal world conditions. Un- 
der these conditions bankers in several coun- 
tries lent their aid to give the reparations 
agreement a trial. The responsibility for the 
disastrous outcome cannot properly be placed 
upon them. 


South American Bonds 


A list of foreign loans floated in the United 
States which are now in default, filed with the 


Senate Committee on Finance, shows a total 
exceeding $815,000,000, all of South American 
Governments, including provinces and munici- 
palities. The situation in South America 
again illustrates the problem of transfer from 
one currency to another, for in a number of 
cases the debtor country has on hand in its 
own currency funds sufficient to meet its ob- 
ligations, but is unable to accomplish payment 
abroad according to the terms of its contract. 
This situation is due to the great decline in 
the prices of South America’s staple products 
and the further fact that gold reserves have 
been exhausted, or so nearly so that gold pay- 
ments have been necessarily suspended. There 
is no justification for representing such de- 
faults as acts of repudiation, for the Govern- 
ments are willing to pay and will pay when 
the conditions over which at present they have 
no control make it possible for them to do so. 
Again the lesson is enforced that in order to 
pay foreign debts a debtor country must have 
an excess of exports over imports, borrow 
abroad temporarily or give up the gold re- 
serves which it needs as the basis of its cur- 
rency system. 


Bankers before the Senate Committee have 
emphasized that the low prices at which South 
American bonds are selling should not be re- 
garded as reflecting their real value. The 
prices are significant of panic among holders 
and determination to realize at any sacrifice, 
rather than of any real appraisal of values. 


The manner in which the trade of the United 
States with South America has been affected 
is shown by the following table: 


Trade of U. S. With South America* 
(In millions of dollars) 

Imports Exports Balance 

from S. A. to S.A. Unfavorable 
807 —157 
393 —128 
434 —132 
429 — 85 
472 — 95 
530 —106 
330 —101 
155 —150 


Year 


* Excluding Guiana, Paraguay and Falkland Islands, 


In view of the adverse conditions with which 
our South American neighbors are struggling, 
and their evident intentions regarding their 
obligations, it is to be regretted that so much 
harsh and unwarranted comment regarding 
these defaults should be current in this coun- 
try. It provokes ill feeling and is far from 
giving a true idea of the situation. 
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et us go Jorward / 


Aadess peering into the gloom of business 
depression has at last brought the American 
people something more than a bad case of eye- 
strain. Delusions of unwarranted optimism and 
surrender to discouragement are giving way to 
an honest recognition of things as they are— 


and a determination to do something about it. 





Until the major ec ic probl of the 
world are ironed out, improvement in general 


conditions can only be slow. Meantime honest- 


minded men and women, are seeking the best. 


way to adjust themselves to conditions as they 
are. With no plainly lighted path, with no 
more guidance than their own determination 
to make what progress they can within the 
sphere of their own affairs, men are resolving 
“by what light we have, let us go forward!” 
Unquestionably the times offer rare oppor- 
tunities to those with the judgment to discern 
them and the courage to seize them. But, 
blunders will be common, failures frequent, 
delays innumerable. It will be a period of re- 


valuation of men and jobs, methods and mar- 





BY WHAT LIGHT WE HAVE 


kets, commodities and capacities—a difficult 
period when every. bit of help available will be 
needed. 

In the Banks of the First National Group 
you may find just the assistance you need. We 
have no sure cure for the economic ailments of 
the world or of individuals. We do have, how- 
ever, a wealth of business and financial ex- 
perience, a tremendous store of useful, timely 
information, facilitics for handling every sort 
of financial business. To individuals and busi- 


d to make 





ness institutions h tly deter 
an intelligent fight for progress we offer, with- 
in the limits of sound banking policy, all 
the help our experience, contacts, knowledge 
and facilities afford. Possibly we can save you 
time and loss, assist you to short-cuts, supply 
information you need, light your steps along 


the road to improvement. We'll be glad to try! 
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